Firms expend significant resources to retain employees. In this paper, we examine how firms that use stock options grant them differently when they also utilize retirement plans in non-executive employee compensation contracts. Using a large sample of US firms, we examine the relation between the stock option proportion of pay of non-executive employees and firms' use of a retirement plan of any type. We then examine how firms' use of stock options is affected by the type of plan (defined benefit or defined contribution) used by the firm. We find that firms reduce their use of stock options when there are other deferred pay mechanisms in place, suggesting they act as substitutes. We also find that firms with defined benefit retirement plans reduce their use of stock options for non-executives to a greater extent than firms with defined contribution plans, suggesting a greater degree of substitutability between defined benefit plans and stock options than between defined contribution plans and stock options.
I. Introduction
Economic models of long-term labor contracts suggest two mechanisms for engendering long-term employment: pay employees more than they can earn elsewhere, and/or structure compensation contracts to include incentives for employees to stay with the firm (Ippolito 1991; Allen et al. 1993) . Deferred pay types with tenure related provisions provide retention benefits to firms since employees may forfeit a significant portion of total career earnings by not staying with the firm for the period contemplated by the deferred pay type.
The accounting and economics literature suggests that firms' use of stock options for retention of non-executive employees is related to significant investment opportunity sets (Core and Guay, 2001 ; Ittner et al., 2003) and competitive labor markets (Oyer and Schaefer, 2005) . Balsam et al. (2007) provide evidence that stock options provide retention benefits to the firm for the duration of the optionvesting period. Although these papers consider retention to be a motivating factor for option granting, they do not consider how this behavior is affected by firms' contemporaneous use of other retention mechanisms.
The pension related labor economics literature examines the role of retirement plans in retaining employees. This literature finds that firms with retirement plans have lower quit rates and higher employee tenure than firms without (Gustman and Steinmeier 1993; Even and MacPherson 1996) . A subset of this pension literature also finds that while defined benefit plans (DBPs) and defined contribution plans (DCPs) are both useful for retaining employees, DBPs provide more significant retention benefits than DCPs (Ippolito 1985 (Ippolito , 1987 (Ippolito , 1994 Allen et al. 1993) .
Different forms of deferred pay may function as substitutes or complements with respect to employee incentives and firm retention benefits. When constructing and negotiating employee compensation contracts, rational managers likely prefer to minimize the inclusion of pay types with substitute, or redundant, benefits.
While the "perfect" compensation contract would contain only complementary pay types, it is unlikely that this is achieved in practice. This suggests that we should observe differences across employee compensation contracts as a function of the extent to which pay types with redundant retention benefits are included in those contracts.
While stock options and retirement plans both have features that make them useful for retaining employees, structural differences, as well as differential financial reporting and tax reporting consequences, may limit the extent to which firms view them as substitutes. If stock options and retirement plans effectively are not substitutes, then we should observe no differences in option granting behavior between firms with retirement plans and those without.
However, if stock options and retirement plans function as even partial substitutes, we should observe differences in option granting behavior when comparing firms with and without retirement plans.
Furthermore, if DBPs have employee retention effects that are significant relative to DCPs, then we should observe differences in option granting behavior as a function of the type of retirement plan in use.
This paper examines the extent to which firms' use of stock options for non-executive employees is related to the use of other forms of deferred pay that also provide retention benefits to firms. 1 Section II contains the hypothesis development.
We hypothesize that the granting of stock options to nonexecutive employees is affected by both the existence and type of retirement plans provided as well as the level of compensation provided by retirement plans.
Section III describes the model development and variables. We first examine the relation between the stock option proportion of pay of non-executives and the use of a retirement plan of any type. We then examine whether the type of retirement plan per se has an impact on firms' option granting behavior. Sample selection and data are described in Section IV. We use a large sample of US firms granting options to non-executive employees.
Results are discussed in detail in Section V and summarized in Section VI. Our initial cross-sectional results indicate that the stock option proportion of pay is lower for firms with a retirement plan than for firms without. We find that for firms with a retirement plan, the stock option proportion of pay is negatively related to the level of annual plan related compensation.
Results from additional crosssectional tests indicate that the use of DBPs and DCPs are both negatively related to firms' use of stock options for non-executive employees, but that the negative relation between the stock option proportion of pay and the use of a DBP is significantly larger than that for DCPs. We also find a significantly negative relation between the annual plan level of the DBP and the stock option proportion of pay, while the relation between the annual plan level for the DCP and the stock option proportion of pay is insignificant. These results provide evidence that firms' stock option granting behavior is impacted by the use of retirement plans, and more specifically, by the type of retirement plan used by the firm.
A negative relation between firms' stock option grants to non-executives and the level of the annual plan related compensation is not surprising, in that we expect firms to be concerned about overall levels of pay. More significant is the finding that firms' option granting behaviors are negatively impacted by the use of a retirement plan, independent of the level of the plan, and differentially so, when considering the type of plan in use. This provides new insights into how firms view the function of stock options and retirement plans in the compensation contracts of nonexecutive employees. Simply put, it is not just that more of one pay type leads to less of another.
II. Hypothesis Development
The differences between defined benefit and defined contribution type retirement plans, and between these plans and stock options, are complex and multifaceted. Exhibit 1 summarizes these differences on a number of relevant dimensions.
Typically, option contracts grant employees an opportunity to purchase stock at an advantageous price after a 3 to 5 year vesting period; however, if the employee remains with the firm option exercise may be deferred which provides significant tax advantages for the employee. If the employee leaves the firm, option contracts generally require the forfeiture of non-vested options and the immediate exercise of vested options. Forfeiture is costly for employees with significant financial capital accumulated in nonvested options. In addition, because the exercise of stock options generates taxable income to the employee on the exercise date, a forced early exercise of vested stock options may be quite suboptimal for the employee from a tax planning perspective. Options typically cannot be transferred, which means that the employee must remain with the firm to retain the right to exercise the options at vesting or later. Rational employees should consider the early departure costs associated with forfeiture (of nonvested) or forced exercise of (vested) options when they evaluate compensation contracts offered by potential employers.
Retirement plans provide retention incentives as a function of the way in which retirement benefits accrue. Although DBPs and DCPs accrue benefits very differently, both types of plans generate higher retirement distributions from longer employee tenure. Under a DCP, higher retirement distributions result from greater employer contributions over time and a longer period for (tax-free) investment gains. Under a DBP, the employer promises a specific monthly benefit at retirement, typically determined by a formula that defines the retirement benefit as a percentage of the worker's final five years' wages and total years of service, with the percentage increasing as years of service increase. The combination of increasing percentage and increasing wages over time translates to greater increases in DBP type retirement distributions as employee tenure lengthens.
A small body of literature directly examines firms' use of options for retention of non-executives, and provides mixed results. Ittner et al. (2003) suggest that competition by new economy firms for specialized labor should lead to greater use of stock options for non-executives, but do not find evidence in support of this hypothesis. Conversely, Balsam et al. (2007) examine non-executive employee turnover at a Fortune 100 firm during the 1990s, and find significant differences in employee turnover rates in the six months prior and subsequent to the option vesting date, regardless of non-executive employees' reasons for voluntary departure (i.e., retirement or to change employers). Other literature infers firms use stock options for short-term retention of nonexecutives, largely as a function of the innovation opportunity set (Core and Guay, 2001; Ittner et al., 2003; Oyer and Schaefer, 2005) .
Firms' use of retirement plans to minimize employee turnover has also been examined in the labor economics literature. 2 Gustman and Steinmeier (1993) find that individuals with employer retirement plans are significantly less likely to change jobs than those without, while Even and MacPherson (1996) find the use of a retirement plan is significantly associated with longer employee tenure. Other researchers have examined the differential role of DBPs and DCPs in retaining employees. When examining employees' projected and accrued pensions under DBPs, labor economists find that longer tenure (Ippolito 1985 (Ippolito , 1987 (Ippolito , 1991 and smaller probabilities of turnover (Allen et al. 1993 ) are associated with greater expected reductions in DBP retirement payouts resulting from early departure. Despite early literature characterization of DCPs as portable, tax-free savings accounts, which do not impose early departure costs on employees, more recent labor economics literature suggests otherwise, providing evidence that DCPs, like DBPs, can reduce labor mobility, although not nearly to the extent of DBPs (Gustman and Steinmeier, 1993; Even and MacPherson, 1996) . Intervening factors in these relationships include firm size, cash flow constraints, labor market aspects and the firm's innovative opportunity set.
If, as the previous research on the use of stock options and retirement plans suggests, stock options are useful for short-term retention (i.e., through the vesting period), while retirement plans are useful for long-term retention (i.e., the employee's career), then stock options and retirement plans may function more like complements than like substitutes in employees' compensation contracts. Complementarity between retirement plans and stock options implies no relation between the use of a retirement plan and the use of stock options, while substitutability between retirement plans and stock options implies a negative relation. If stock options and retirement plans are not substitutes, or are substitutes but not significantly so, then we should observe no differences in option granting behavior between firms using a retirement plan and firms not using a retirement plan. However, if stock options and retirement plans are substitutes and significantly so, then we should observe differences in option granting behavior between firms using a retirement plan and firms not using a retirement plan. Our first set of tests examines the relation between firms' stock option grants and the contemporaneous use of a retirement plan of any type.
If, as the previous research on the use of particular types of retirement plans suggests, DBPs provide retention effects over employees' careers (i.e., long-term) and DCPs provide retention effects at least through, and perhaps beyond the regulatory vesting period (i.e., short-term), then stock options and DBPs may function more like complements, while stock options and DCPs may function more like substitutes. Complementarity between DBP plans and stock options implies no relation between the presence of a DBP plan and the use of stock options, while substitutability between DCP plans and stock options implies a negative relation between DCP plans and the use of stock options. Our second set of tests considers whether the type of retirement plan used by the firm matters when firms grant stock options to non-executives.
Regardless of whether these plans are substitutes or complements, the amounts of compensation provided by different types of pay should be negatively related. If employees' total compensation is bounded at the appropriate competitive level, an increase in the amount of one type of compensation should lead to a decrease in the amount of other types of compensation (though not necessarily on a dollarper-dollar basis). In order to examine complementarity versus substitutability of pay types, it is important to separate pay levels from pay types. Separating pay levels from pay types in both sets of tests enables us to examine the impact of retirement plans on option granting, independent of plan levels.
We hypothesize that the stock option proportion of pay is negatively affected by the existence of any type of retirement plan and by the level of compensation provided by these plans. We then consider differential effects of the type of retirement plan in place. We hypothesize that defined benefit plans will have a greater negative effect on the stock option proportion of pay than defined contribution plans.
III. Model Development and Variables
To examine how firms' use of stock options for employee retention is affected by the presence of retirement plans, we modify and extend the model used by Ittner et al. (2003) . 3 To assess complementarity and/or substitutability between stock options and retirement plans, we include a variable to indicate the firm's use of a retirement plan of any type. To examine differential effects of DBPs relative to DCPs, we include variables to indicate the retirement plan type(s) used. In all tests, we include retirement plan levels to separate out the extent to which firms view stock options and retirement plans as substitute forms of pay in terms of levels. Finally, we control for the factors found in the prior literature to be significantly associated with firms' option grants to non-executives for retention purposes or other reasons (e.g., the firm's innovation opportunity set, wage levels and wage changes, size, and cash constraints).
We expect stock options and retirements plans to be substitutes as well as complements. Therefore, we expect that the proportion of total compensation provided by stock options will be lower for firms with retirement plans than for firms without, and that DBPs will have a greater dampening impact on this relation than DCPs. We also expect that the stock option proportion of pay will be inversely related to the level of compensation provided by these plans.
The stock option proportion of pay is calculated as the value of options granted to non-executive employees divided by total employee compensation. The level of stock option grants to non-executive employees is calculated from information contained in firms' annual proxy statements. SEC rules (item 402 of Regulation S-K), adopted in 1992, require detailed disclosure of the components of executive compensation (including information on stock option awards) for the chief executive officer and the other four most highly compensated executive officers whose compensation for the previous fiscal year exceeds $100,000 (base salary and bonus only). We classify these officers as "tier 1 employees." Disclosure rules require that the firm report the number of stock options awarded to these employees, the percent such awards represent of the total stock option grants to all employees, and the value of the options granted.
Data on option grants are obtained from Standard and Poor's ExecuComp database, collected from information disclosed in firms' annual proxy statements. We use the total number of options granted to the tier 1 employees and the total percent they represent to gross up and determine the total number of options granted to all employees. 4 We also assume that there is another tier of executives (we classify these as "tier 2 employees"), not reported on in the proxy statement, who receive, in the aggregate, the same number of options as received by the tier 1 employees. From the firm total options granted to all employees, we subtract the number granted to the tier 1 and tier 2 employees, resulting in the number of options granted to non-executive employees. The value of non-executive options granted is calculated as the number of options granted to these employees multiplied by the average Black-Scholes value of an option granted to the tier 1 employees. We use ExecuComp's modified Black-Scholes value of options granted to tier 1 employees Total non-executive employee compensation is the sum of the value of options granted to nonexecutives plus total wages paid to non-executive employees plus total pension and retirement expense. Total wages paid to non-executive employees are calculated using wage data for production workers obtained from the U.S. Bureau of Labor Statistics and firms' disclosures about the number of employees, obtained from Compustat. We use firms' financial statement disclosures about retirement plans, obtained from Compustat, to identify the plan types utilized by firms as well as to calculate compensation provided by these plans.
Base on the previously cited research, we have included variables to control for the firm's innovation opportunity set and firm size. Since option grants require no cash, firms which are more cash constrained should substitute options for deferred compensation which requires cash (as do both DCPs and DBPs). Cash constraints are also included as a control variable. All of these variables are calculated using data obtained from Compustat. Two other control variables are included for wage levels and one-year change in wages, with data obtained from the U.S. Bureau of Labor Statistics. All variables, their data sources, construction, and the sign of their predicted coefficients are summarized in Exhibit 2.
To capture the extent to which firms' option granting behavior is related to the use of a retirement plan of any type, we test the following model ("the aggregated model"): OPTPAY = β0 + β1PLAN_YN + β2PLAN_LEVEL + β3IOS + β4SIZE + β5CASHCON + β6WAGE + β7DWAGE + e
To capture the extent to which firms' option granting behavior is related to the type of retirement plan in use, we test the following model ("the disaggregated model"): OPTPAY = β0 + β1PLAN_TYPE_DBP + β2PLAN_TYPE_DCP + β3PLAN_LEVEL_DBP β4PLAN_LEVEL_DCP + β5IOS + β6SIZE + β7CASHCON + β8WAGE + β9DWAGE + e (2)
IV. Sample Selection and Data

Sample selection
The 
Financial statement data (from the Compustat Industrial database) and share price information (from the Compustat Price and Earnings database), for all years must be available for the firm to be retained in the study. In addition, reported SIC and NAICS (6 digit) codes must be available for matching hourly wages of production workers. Because we are interested in the use of stock options to compensate non-executives, firms are eliminated from the sample if the options granted to tier 1 and tier 2 employees are more than 50% of the options granted to all employees. This yields a final sample of 1,229 firms and 4,350 firm-years. Table 1 reports summary data the sample by year, one-digit industry class, and type(s) of retirement plan in use. Table 2 , Panel A, presents descriptive statistics for the sample firms' economic characteristics as well as the model variables used in the analysis. All model variables (except indicators) were winsorized at 98% to reduce the effect of extreme values.
Data
The economic variables (assets, sales, net income, and market capitalization) are reported for descriptive purposes only, and are not winsorized. The mean (median) value of options granted to nonexecutives is $113 ($14) million, indicating considerable skewness.
The mean and median percent of total options granted by firms to nonexecutives are virtually the same, 72.3% and 72.0%. Non-executive employees receive, at the mean (median), 14.9% (4.8%) of their total compensation in the form of option grants. On average, 86.8% of firmyear observations reflect a retirement plan of some type. Approximately 51% of firm-year observations indicate use of a DBP and approximately 75%, use of a DCP. On average firms spend 17.3% of beginning of year assets on their innovation opportunity set and are cash constrained. Mean (median) hourly wage change is 3.8% (3.6%) of prior year's hourly wage, and non-executive employees receive a mean (median) hourly wage of $16.58 ($16.39). Table 2 , Panel B, summarizes the Pearson (Spearman) correlation coefficients for the variables in the aggregated model (those in bold are correlated at the 1% level). OPTPAY is significantly negatively correlated with PLAN_YN, suggesting that the stock option proportion of pay of non-executives is lower for firms using a retirement plan than for firms not using a retirement plan. OPTPAY is significantly positively correlated with IOS, suggesting that the stock option proportion of pay of non-executives is higher at firms facing higher innovation opportunity sets.
OPTPAY is also significantly negatively correlated with CASHCON, suggesting that firms that are more cash constrained use options more to compensate non-executives. These relationships are all consistent with the effects hypothesized.
PLAN_YN and PLAN_LEVEL are both significantly negatively correlated with IOS, suggesting that firms using retirement plans have smaller innovation opportunity sets. The significantly positive correlation between PLAN_YN and CASHCON suggests that firms using retirement plans are less cash constrained than firms not using retirement plans. PLAN_LEVEL is significantly positively correlated with SIZE, suggesting that larger firms with retirement plans have higher retirement plan levels. PLAN_LEVEL is significantly positively correlated with CASHCON, suggesting that firms that are less cash constrained have higher retirement plan levels. Table 3 reports results of the cross-sectional OLS regression for the aggregated model. The main coefficient of interest, on PLAN_YN, is significantly negative, indicating that the stock option proportion of pay of non-executive employees is lower for firms with a retirement plan than for firms without a retirement plan. This finding supports the notion that the employee retention benefits of stock options and retirement plans are, to some extent, substitutes.
V. Results
Aggregated Model
As hypothesized, for firms with retirement plans, the level of compensation provided by the plan has an impact on firms' option granting behavior as well. The coefficient on PLAN_LEVEL is negative and significant, indicating that the stock option proportion of pay of non-executives is lower for retirement plan firms with higher levels of compensation provided by the plans.
Coefficients on control variables are consistent with the findings of previous researchers. We find a significantly positive association between the stock option proportion of pay and our proxy for the innovation opportunity set, IOS. This supports the argument that firms facing a significant innovation opportunity set use options as a retention mechanism for non-executives. Consistent with the idea that monitoring of employee actions becomes more difficult as firm size increases, resulting in greater use of options, we find that the coefficient on SIZE is significantly positive. While previous researchers (Core and Guay 2001; Ittner et al. 2003) have argued that cash constrained firms will use stock options more to compensate non-executives, substituting options for cash wages, their findings are mixed (supported by the former but not by the latter). We find that the coefficient on CASHCON is statistically significantly negative, providing additional evidence that firms that are more (less) cash constrained use options more (less).
In terms of the wage related control variables, the coefficient on WAGE is positive and significant, suggesting that firms paying higher hourly wages grant higher levels of options as well. The coefficient on DWAGE is negative but not significant.
Disaggregated Model
It is interesting to examine economic characteristics as well as model variables for sample firms, stratified by type of retirement plan(s) maintained; these are presented in Table 4 , Panel A. Firms using only DBPs are the largest firms, followed by the firms using both DBPs and DCPs. Firms without any type of retirement plan are the smallest. The stock option proportion of pay for firms without any type of retirement plan is highest, followed by firms using only a DCP. Firms with only a DBP grant the lowest stock option proportion of pay of any of the four groups. This supports our conjecture that stock options and DBPs provide the most directly complementary retention benefits. Firms without a retirement plan and firms using only a DCP tend to have larger innovation opportunity sets and are more cash constrained that the other two groups of firms. While hourly wage levels are highest for firms using only a DBP, wage changes are largest for firms without a retirement plan of any type and for firms using only a DCP. This indicates that firms without additional retention mechanisms must rely on wage adjustments to retain employees as market conditions change. Table 4 , Panel B, summarizes the Pearson (Spearman) correlation coefficients for the for the disaggregated model variables. OPTPAY is significantly negatively correlated with PLAN_TYPE_DBP and PLAN_LEVEL_DBP, suggesting that the stock option proportion of pay is lower for firms using a DBP plan, and that for firms with a DBP, higher levels of compensation through DBPs accentuate this further.
OPTPAY is significantly negatively correlated with PLAN_TYPE_DCP but not with PLAN_LEVEL_DCP, suggesting that the stock option proportion of pay is lower for firms using a DCP plan, but that DCP retirement costs have no impact on the stock option proportion of pay of nonexecutives. Table 5 reports results of the cross-sectional OLS regression for the disaggregated model. The coefficients on both PLAN_TYPE_DBP and PLAN_TYPE_DCP are negative at significant levels, indicating that the presence of both types of plans reduces the stock option proportion of pay of nonexecutives. An F-test of the equality of the coefficients on PLAN_TYPE_DBP and PLAN_TYPE_DCP rejects the null hypothesis of equality. The negative impact of DBPs on the stock option proportion of pay is significantly larger than the negative impact of DCPs. We interpret these findings as evidence that both plans serve as substitutes and that DBP plans provide retention benefits incremental to those afforded by DCP plans, even in the presence of other forms of compensation that offer retention mechanisms (e.g. stock options).
The coefficient on PLAN_LEVEL_DBP is also significantly negative, while the coefficient on PLAN_LEVEL_DCP is insignificant, suggesting that compensation provided by DBPs but not DCPs, is considered when firms grant options to nonexecutives. This provides additional evidence that DBP plans provide retention benefits over and above those provided by DCP plans, though it calls into question the idea that stock options and DCPs are direct substitutes.
VI. Summary
Increased employee tenure is beneficial for firms for many reasons. It can improve returns on training costs and reduce monitoring costs by emphasizing long-term performance. In addition, repetition over time increases worker accuracy or proficiency, and efficiency is higher for teams that have worked together longer. 5 Orazem, Bouillon and Doran (2004) find a positive association between return on assets and employee tenure, and suggest that firm investments in firm-specific training, pension or benefit policies, deferred pay policies and human resources practices should be associated with higher firm value. Thus, it appears firms have incentives to provide compensation in ways that enhance employee retention.
If stock options and retirement plans, and DBP type plans, in particular, have features that make them useful for employee retention, then firms' option granting behaviors are likely impacted by firms' use of a retirement plan, as well as by the specific type of plan in use.
We examine a sample of firms issuing more than 50% of their stock options to non-executives and find a negative relation between the stock option proportion of pay and the use of a retirement plan. This is consistent with the hypothesis that firms reduce their use of options for non-executive employees in the presence of alternative retention mechanisms. We also find a negative relation between the stock option proportion of pay, pension, and retirement plan levels. We conduct further tests to examine whether the specific type of plan used by the firm is related to the firm's stock option granting behavior. We find a negative relation between the use of both DBP and DCP plans, but that the negative relation between the stock option proportion of pay is larger for DBPs than for DCPs. Further, DBP plan levels, but not DCP plan levels, play a role in the extent to which employees receive stock option compensation.
Our research provides evidence on the impact of alternative retention mechanisms on firms' use of stock options for non-executives; further research could improve our understanding of the relationship between retirement plans and stock options for this group of employees. Ippolito (1991) suggests that the retention effects of DBPs are strongest during midstream of the tenure cycle. This in turn suggests that firms' option granting behavior with respect to employees will be a function of their tenure cycle. Research examining the relation between firms' option granting behaviors and employees' tenure characteristics could be a worthwhile expansion of this work. Ittner et al. (2003) , Anderson et al. (2000) and Murphy (2003) suggest that the economic characteristics and pay practices of new economy firms differ significantly from those of old economy firms. Research examining new and old economy firms' use of stock options in conjunction with the contemporaneous use of other forms of deferred pay could also be a worthwhile expansion of this work.
This research presents substantial evidence that the use of stock options to compensate non-executives is significantly impacted by other forms of compensation that provide retention benefits for the employer. In particular, the existence of DPB and DCP plans, as well as the amounts of compensation they provide, appears to affect option granting behavior. Results of tests indicate that they do so differently, with DBPs dampening the use of options more than DCPs.
Our findings, as well as those of previous researchers whose works we discuss, suggest many remaining opportunities to expand on our understanding of firms' pay practices, and in particular, option granting behaviors. 
NONQUALIFIED STOCK OPTIONS
Tax implications: Employer
Tax deduction in amount, and at time, of contribution.
Tax deduction at time of employee exercise, in amount of difference between share price at date of exercise and exercise price.
Tax implications: Employee
Taxed at time of distribution, usually at retirement.
Taxable at time of employee exercise, in amount of difference between share price at date of exercise and exercise price.
Annual Employer Participation Required After Initial Adoption
Yes, but some plans may not require any contribution if a profit threshhold is not met.
Yes.
No.
Determination of Annual Compensation Amount
Generally determined as a % of salary, % amount may vary with profilitability as stated in plan documents.
Actuarially determined in accordance with predetermined benefit formula contained in plan documents.
At management discretion, within parameters identified in the stock option plan.
End of vesting period Pay deferred until:
Retirement, but may be paid out earlier with payment of 10% early distribution penalty.
Retirement, but may be paid out earlier with payment of 10% early distribution penalty
FEATURE DEFINED CONTRIBUTION PLAN ("DCP") DEFINED BENEFIT PLAN ("DBP") NONQUALIFIED STOCK OPTIONS
Financial Statement Implications (during sampling period from 1997 to 2002)
Pension expense recognized equal to amount of annual contribution.
Actuarially determined pension expense recognized, could be negative if plan assets were large enough to generate sufficient expected returns. The expense does not usually equal the amount of the contribution. A modified measurement of the firm's net pension liability recognized on the balance sheet.
Firms could choose between expense recognition or footnote disclosure of what earnings would be if options had been expensed.
Cash Flow Implications
If a contribution is required, it must be made within a short window after year end.
Funding requirements determined by ERISA, annual contribution generally required if plan is not overfunded. Contribution must be made within a short window after year end.
Shares distributed at exercise may be provided through Treasury stock, requiring open market repurchase; or through issuance of additional shares in which case no cash outflow is ever required. Proceeds from exercise result in cash inflows.
Employee Inclusion Requirements
Virtually all full time employees must be included.
None.
Vesting Timetable 3 to 5 years 3 to 5 years
No regulatory mandate. In practice the vesting period is generally 3 to 5 years from grant date.
Employee Early Departure Costs
Forced exercise of vested options, forfeiture of non-vested options.
Reduction in retirement distribution.
None, as plan functions as portable tax-deferred savings account. 
Exhibit 2. Variables Definitions
